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OFFICE OF THE SECRETARY OF THE TREASURY
WASHINGTON, D.C. 20220

November 18, 1982

| MEMORANDUM FOR WENDELL GUNN

EXECUTIVE SECRETARY
CABINET COUNCIL ON COMMERCE & TRADE

- SUBJECT '. Treasury Paper for November 19 Meeting‘,

Attached is Treasury's paper on alternatives to DISC
for distribution to members of the CCCT for the meeting

scheduled for November 19.

David L. Chew
. Executive Assistant

: to *he Secretary
Attachment
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| Export Incentives -

.'J'Summary

_ﬁ'"terms of trade w1ll deterlorate, i. e.,lmore exports will be
exchanged for a g;ven volume of xmports. Thus, the total amount

.%;‘Of goods and- serv;ces avallable to the U.s. economy wlll fall. A
general.export lncentlve tends to move labor and capital from |
lmport competlng lndustrles, such as steel and automoblles, to
export lndustrles, such as alrplanes and computers. While the
export-ludustg;es benefzt, the competitive preseures.on the

© import competing industries are increased.

= -

Because the econcmic rationale for a general export incentive
- is weak, repeal of DISC, perhaps tled to a reductlon in the cor-
porate income tax, would be the best answer to the GATT problem.
This is not,’however,'politically acceptable. Further, any
genefal tax incentive that would be GATT legal would not ohly be
bad economic policy; but would require that U.S. exporters move

part of their operations to tax havens.
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'As alternatives to the present DISC;>a number of other export

incentives are considered in the paper. :Théy range from enhanced
- Eximbank funding to the use of résources freed by repeal of the
o DISéffcffa program of agricultural export subsidies targeted .

‘ agéinst-thevEC. We find, however, that these proposals, like the

"”“tai;related alternatives to the present DISC, also have many dis-
i3 advantages_ and. drawbacks. . Nevertheless, to the extent that such
alternat;ves could ke targeted against parﬁxcularly offensive

":‘.‘. e
SRS

forelgn practxces wh;ch affect U.S. exporters, they might have

- merlt o
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November 17, 1982
EXPORT INCENTIVES

I. ISSUE °

At'thé October 1 meeting of the General Agreement on Tariffs
and Trade (GATT) CQuncil, the U.S._representative moved to end
the decade-long dispute over the DISC by stating that the
Administration would propose legislation to address the concerns
of other GATT members. while-making no cqmmitment on the content
of the proposed‘legislétion, the U.S. delegate also indicated
that the Treasury Department would analyze'various alternative;-
This paper responds to a Cébinet Council on Commerce and Trade
(CCCT) request for that analeis.

Section II contains an economic analysis of‘general or broéd—
based export incentives. It explains that while export incen-
tives increase'exports, they alsé worsen the U.S. "terms of
‘trade.” That is, the U.S. economy suffers an overall loss bé—
cause more exports are surfendered-for.a given volume of imports.
The section also explains that general export incentives tend to
draw resources out of other producing secﬁors.of the economy,
rather than increase the total level of production, employment,
savings, and investment. Even if export incentives increase

aggregate economic activity, other economic policy tools can

, : ™ Baaw ot weer
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achieve the same objective while benefitting a wider group of
U.S. industries. The basic conclusion of section II is that the

N ) L R s . :
economic ‘case for general export incentives is weak.

Section III analyzes géneral export tax incentive‘alternao
tives to DISC. It contends that most of thg current tax prdn
posals woula run afoul of U.S. commitments in GATT. This is a
fatal defect of these proposals since their primary objective isf
to solve the GATT problem and thereby enable the United States to
vigdrously pursue a‘program of trade expansion and once again use
the GATT as a dispute settlément mechanism. Section III presents
an alternative that arguably would cdmply with GATT rules, but
since it would be bad economic policy and require U.S. exportérs'
to move part of their operations to tai-havens,°section IV pro-
poses several non tax options. However, thesejoptions also have
disadvantages. ‘Nevertheless,_to the éxtent tﬁat»such aiterna—
tives could be targeted against particularly offensive foreign

practices which affect U.S. exporters, they might have merit.

II. ECONOMIC ANALYSIS OF EXPORT INCENTIVES

An export incentive is any policy measure designed specifi-
cally to promote increased exports. It gives U.S. business, for

example, an incentive to sell to India rather than Indiana. This

CONFIDENTIAL
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definition does not include géneral policy measures which are ex-
pected, as part of é broader result, to have a posiﬁive effect on
expc:tsﬁ such as measures to increase productivity in the manu-
facturing sector or to reduce U.S. tax on all foreign source
-income. .

Exﬁort incentives inéreaée éxpmrﬁs.by lowering the cost of
equrtsﬁcompared to domestically p;o§uced and éonsumed;goodé.and
- services. ”For ex;mple, DiSC lowers the cost of capital to»the-»

" export sector bY’decreasing-the pre~-tax profits required to earn
‘a given after-tax return. Simiiarly, government sponsored trade
.. fairs lower marketing costs. As exéort‘pfices decline relative

to other prices, export sales—expand.

U.S. export incentives impose a real cost on the U.S. economy
by reducing thé ferms of trade. U.S. exports are not a desirable
objective in and of themselves. They are, in fact, a cost to the
economy because they allow foreigners to appropriate part of the
goods and services produced by the U.S. economy. In exchange for
exports, the Uniied States, of codrse, is abie to import.gécds
.and services produced by another couhtry.' Imports are the gain
from trade and exports are the cost of that trade. Export incen-
tives worsen the terms of trade by requiring thé economy to
surrender more goods and services in exchange for a given volume

of imports.

CONFIDENTIAL
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Export incentives also have important sectoral or industry
effects.on the U.S. economy. As exports increase, capital,
labo&, %hd other inputs are attracted into the export sector.
These resources may be drawn from a variety of sources.:'The_
capital flowing into export production may come frem elsevhere iﬁb'

the domestlc goods produclng sector, other domestic sectcrs auch

as servxces and housxng, the forelgn operations of . S -based
companles, new saving stimulated by higher returns, or from
greater foreign investﬁent in the United States. Similarly, the
new jobs in the export sector may represent a shift of labor f;om
other sectors or a net increase in total employment due to
reduced unemployment or lncreased labor supply. In short,.export
incentives may simply move capital and labor from one sector to "
another, or they may increase the total amount of available

capital and labor.

A. Foreign Responses to U.S. Export Incentives

The evaluation of export incentiyes depends largely on which
of these various sources of_capital and labor are likely to be
most significant. The’relative significance of these various
sources determines whether export incentives reeult in a net
increase in economic activity or simply a rearrangement among
domestlc sectors. Their relative importance depends on how the

economy adjusts to an expansxon in exports. The increase in

CONFIDENTIAL
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exports stlmulated by incentives will increase the forelgn demand
for dollarso Because a country's accounts must always be in
balance', foreigners wiil somehow have to finance their increased
dollar requifemﬂntse The way in which these requiremernts are

flnanced determlnes the source of new ~capital and labor to the

export sector.

2 P Domestic import competing sectors. Foreigners can

finance-their increaeed imports from the United States by selling
more goods to the United States. U.S. imports will increase
Abecause~the increased foreign demand for dollars will cause the
dollaf to appreciete, making foreign goods cheaper in dollais lo
U.S. consumers. The appreciation of the dellar-also increases

the price of U.S.Aexpcrts in foreign markets and moderates the
increase in'exports.that could have taken place without the .
change in exchange rates. The increased impores displace some
-import—competing production in tﬁe United States. Thus, the
increase in U.S. imports causes resources to flow out of import-
competing production in the United States and into export produc-
tion. An increase in imports is likely'to be the predominant
method for financing the increase in.U.S. exports because the

-

others do seem not to be as significant.

2. Direct investment and multinational location. Apart

from 1ncreased imports, a change in direct investment 1s the
other lmportant way that an increase in U.S;,exports can be

CONFIDENTIAL
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financed. An export incontive may induce U.S. multinationals,
who can supply a foreign market from either U.S..or foreign
production, to choose the United States. This shift ip foreign
direct investment would finance the increase'in‘foreign demand

* for U.S. exports by reducing flows of investment income from
abroad. Because they are directed to manufacturing capital which
' is highly mobile internationally, export incentives‘may'ba-a
relatively effective way of attracting foreign capital. (Foreign
affiliates accounted for 25 percent of the total assets of u.s.
multinational manufacturing companies in 1977.) In contrast, a
small reduction in corporate taxes with the same overall revenue
cost may be a more indirecé method of attracting oapital'from

- abroad. While the general reduction in taxes may cause U.S.
firms to expand their purely domestic (non-export) operations,
this new investment may be financed out of U.S;, rathef than ~

foreign, saving.

3. U.S. acquisition of foreign-asséts._ Alternativély,

_the United States migﬁt lend foreigners the doliars to finance
their increased purchases from the United States. The Export-
Import Bank, fof example,‘could lend-ﬁhe money long-term at below
market rates. Or, U.S. private investors might provide the

needed dollars by buying foreign assets, such as»through direct

or portfolio investment. This is an unlikely by-product of an

CONFIDENTIAL
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- export incentive program, however, because relative after-tax
rates of return are, if anything, likely to increase in the

United States compared to'foreign locations.

4. Foreign portfolio investments in the United States.

As a final alternative, foreigners might place their savings in
the United,States in the form of portfolio investment and ﬁse the
U.S. interest and dividends to pay for their increased imports.‘
This might happen if higher overall efter—tax returns in the U.S.
attract'foreign portfolio investment er if lower export prices
made possible by an incentive program lower the profitability ;f
investment in competing.seEtors abroad and cause capital to flow:
into the United States. . |

Export incentives are not, however;ean effective means of.
raising after-tax retﬁrns‘in:order to attract foreign portfoliof
investment. It woﬁld be preferable in terms of either tax
revenue or economic efficiency to raiee the overall U.S. returns
by spreading the benefits to ail ihvestments, not just exﬁort
industries, e.g., by reducing the rate of withholding tax on

~

dividends received by foreigners.

Any flow of foreign eapital is likely to be small. Interna-
tional portfolio investment is a relatively insignificant outlet
of domestic saving for most industrialized countries. If rates

. CONFIDENTIAL
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of return decline in foreign export sectors, the capital will
probably flow to other uses in the foreign country in which it

L)

originates.

B. Dcmestic Responses to U.S. Export Incentives

In addition to the balance of payments adjustments, export

incentives may genérate,adjustments_within the U.S. domestic

economy .

1. Domestic saving. Export incentives may increase ‘the

demand for capital in the United States and thus raise the return

earned by savers. This is.pérticularly true of a capital incen-
tive such as DISC. Export incentives are, howevef, relatively
inefficient as savings incentives because all of their benefits
are concentrated in export production. The séme increase in
saving could be'realizéd with much less revenue loss and more
eéonomic efficiency by spreading the benefit to all capital,

e.g., by lowering corporate tax rates generally.

2. Increased employment. Export incentive programs

increase employment in the export sector but, largely at the ex-
pense of employment in import competing ‘industries. They may, in
fact, exacerbate transitional adjustment problems by increasing

the demand for workers who have little trouble finding jobs and

CONFIDENTIAL
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reducing.demand in declining segtors in which laid-off workers go
through long spells of unemployment. If, however, export incen-
tive prbgrams attract capital from abroad or increase saving,
employment may incfease both because of new job opportunities and
because of the increased sﬁpply of workers responding to higher
real wages. While this is an attractive characteristic in a time
of economic slack, it would be more desirable to stimulate
employment with a geheral economic policy tool applicable to all
industries.. |

C. Conclusions on the Relative Significance of the Potential
Sources of Capital and Labor

Except for a possible shift in operations by U.S. multina-
tionals, the added capital and labor in export‘;ndustries will
come largely from domesfic import-competing inaustries. Any net
increase in domestic saving énd employment, and in foreign port-

- folio investment, are either insignificant or can be achieved

more effectively with other policies.

D. Role of Exchange Rates ' .

For convenience of exposition, the above analysis is couched
in terms of changes in exchange rates. The analysis, however,
does not depend on fluctuating rates, although they do smooth the

adjustment process. The important effects of incentives involve

CONFIDENTIAL
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changes in relative prices and these chénges will occur even if
exchange rates are fixed. Very briefly, an export incentive,
will cause ekports to increése. The export sector will bid capi-
tal and labor away from other sectors by offering high rates of
return andlwage rates. This will increase costs in the import

competing sectors and cause imports to be substituted for domes-

tic producﬁion° The result of the export incentive is more .

exports and more imports.

E. Specific Argquments for Export Incentives

’u

Five basic arguments are used to justify export incentives.

The first three of these formed the original justification for

the DISC program. ' _ ' _ B

1. Argument. Exports incentives are necessary to off-

set lower taxes in countries which compete with the United States

'in export markets. ' . - .

Evaluation. Expoft competitiveness depends on the structure
of taxes, not their absolute level. AThat_is, it depends on how
export industries are taxed cdmpared to import-competing indus-
tries in the United States.  If export and import-competing in-
dustries are taxed equally, then exports are ‘not at any disadvan-

tage because the resulting depreciation of the dollar will

CONFIDENTIAL
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restore the "no-tax"” pattern of trade by raising the price of
imports to their pfevious relationship with import competing .

goods and reducing the price of exports to foreigners.

If export industries are taxed more heavily than import-

competing industries, both exports and imports will be reduced.

U.S. export industries do not appear to bear a higher burden than -

import-competing goods. Agricultural exports,-for example, bear
low taxeé.becausé of the relative insignificance of the corporate
income tax in agriculture. If the édmparisonbis restricted to
the manufacturing sector, import competing and export industriés

have about the same rate of tax on capital income.

The overall leﬁel of tax may affect competitiveness th:ough
its impact on saving in the United Stétes. ;Bqt.as’explained
above, export incentives are not an efficient savingé incentive.
The Administrationfbelieves that saving and capital formulation
are bést encouraged by broad-based investment incentives ahd.

reductions in marginal tax rates. '

‘2. Argument. .Export incentives are'hecessary to offset

export incentives offered by competing ¢6uhtries,,

Evaluation. Exporters in other industrialized countries may

benefit from programs designed to increase exports. It.may well
be, for example, that U.S.umanufacturing eprrté beér a higher

' CONFIDENTIAL
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rate of tax and receive less government assistance than those in
some significant competing countries. Providing similar benefits
in the bnited states may therefore seem "fair" in permitting U.S.

exporters to compete.

But this is an argument fof specific, not general, expo?t
incentives. As explained above, a generalized program of export
incentives generates both more exports and more imports. If-a
foreign country is subsidizing its exports to the United States,
it also will be buying more from U.S. exporters. There is no
doubt that a sizable and industryotargeted_foreign export incen-
tive can seriousiy damage the same industry in the United States.
The ﬁnitea States can save thét'industry by subsidizing it, but:
this will make other U.S. industries less competitive.

3. Argﬁmento Export incentives are needed to offset
thevopportunities for tax deferral enjoved by.U.s, multinationals

by locating abroad.

‘Evaluation. Under U.S. law, tax on the profits'of an over-
. | .

seas manufacturing subsidiary of a U.S. taxpayer is deferred un-

til those prqfits are repatriated. But, absent DiSC, income from
‘export sales of goods produced in the~United.étates is taxed in
the United States on a current basis. U.S.-based companies, by
establishing manufactﬁring facilities in_lowftax cbuntries and

-

CONFIDENTIAL
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reinvesting their earnings abroad, can reduce their tax rates
below effective rates in the United States. Export‘incenti?es
reduce the cbst of supplying a foreign mafket from the United -
States and may therefore induce a floﬁ of capital back into the

United States.

It is unclear how suhstaﬁtial»this reverse ﬁloﬁ may be since -
U.S. foreign investment does not appear to be motivated by tax
considerations. ' The U.S. Commerce Department's Benchmark Survey
of U.S. Direct Investment abroad for 1977 indicates that only
about 20 percent of the total income of U.S. manufécturing ¥
affiliates was in-countrieé in which they paid foreign income
 taxes equal to less than 40 per¢ent of book income. Furthermore,
they paid less than 25 percent in 6n1y a few significant foreign

locations..

In addition, the Economic Recovery Tax Act (ERTA) 6f 1981
significantly reduced the tax rate on new manufécturing invest-
ment in the United States, even after the recent modifications
are considered. ACRS has iowe:gd the.effective tax rate on the‘
average new investment in plant and equipment‘in manufacturing as
a whole to about what it was on export investment, inclusive of

DISC benefits, before ERTA.

CONFIDENTIAL
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4. Argument. Export incentives enable U.S. business to

compete and increase employment.

(3 °

Evaluation. . Export incentives undeniably increase exports. -

By definition, they benefit firms that export. But they do so at
a cost. fhey worsen the U.S. terms of trade and put added éresé
sure on impqﬁt cdmpeting ind\istries° While employment ié in-
creased in the export sector,_it is_at the expense of employment
in import-competing ihdustries. In effect, expanded employment
in the export sector is "paid for" by reduced employment in the
import competing sector.- If unemployment is the-problem; it is

preferable to reduce it with more general economic policy tools.
5. Argument. Export incentives are needed to overcome
market imperfections and enable U.S. corporations to exploit

economies of scale.

Evaluation. The existence of market imperfections and

economies of scale are not persuasivg arguments for export incen-
tives. Penetrating a foreign ﬁarket may be expensive because of
the cosﬁ of acquiring market information, but this jﬁstifies'
government involvement only if the govern@ent knows something the
private sector does not. The need for information and communica-
tion cfeate opportunities for specialized private ma:keting firms

to provide services to exporters. If the government has an
CONFIDENTIAL
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advantage in aéquiring trade information, poﬁential exporters
should be willing to pay user fees to finance the activity.
Similarly, etonomies of scale may greatly increase the benefits
of selling in foreign markets, but manufacturers are best able to
assess their own costs. .If expanding their markét permits them.
to exploit scale economies, U.S. exporters will aggressiﬁely seek
foreign markets. It is very common, in electronics for example,
for manufacturers to price new products below current average
costs 5e¢ause they.know that expanding démand will drive down

unit costs and create substantial profits.

III. TAX ALTERNATIVE TO THE DISC

Ao Suma-r-2 . . . i ‘ ..

The tax incentive alternatives to DISC that have been pro—
posed publicly would mos£ likely violatevthe GATT rules. A
necessary element of any tax alternative in substantive compli-
ance with thé GATT (other than a wholesale modification of U.S.
taxation of all foreign source income to a European style terri-
torial tax system) is the requirement that econdmic activity be
conducted outside the United States through a foreign corporation
in order to obtain relief from current U.S. taxation. Further,
arm's-length transfer pficing rules must be used to determine the

income of the foreign corporation. Such a GATT legal measure to

CONFIDENTIAL .
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promote exports would encourage the use of tax havens, as well as
being impractical for small businesses. Thus, while a GATT legal
alternative is set forth in section D, it is concluded such a tax

based export incentive is not desirable.

'B. Standards for Determining When a Tax Practice Will be an

- Export Subsidy Under GATT and the Subsidies Code.

Both the GATT And Subsidies Code rules prohibit preferential

taxation of exports. For example, any exemption, remission, or

deferral of income tax "specifically related to exports,” or ex-

port activity, is proscribed as an export subsidy. [GATT Article

XVI:4; Subsidies Code, Annex, Item (e)]. An exception from this

general rule exists‘fof-ﬁ;aéures "to avoid ;he double taxation of
foreign source income" (the "double taxation gkception“).
[Subsidies Code, Annex, Item (e) fn. 2.] The GATT Council has
further clarified the meaning of Article XVI:4 6f the GATT,
stating that ”économic processes (including transactions invol-.
ving exported goods) located outside the territorial limits of
the exporting country” do not have to be taxed by the exporting
country and, further, should not be considered "export activi-
ties" for purposes of Article XVI of the GATT. [GATT Council
Resolution, adopted December 8, 1981.] Special deductiohs
"directly related to exborts or export performance, over and
above those granted in respect of domestic p:oduction" élso are

pfohibited [Subsidies Code, Annex, Item (£f).]
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Although the GATT and Subsidies Code rules prohibit reduced
taxation of incomé from export activities, it is not necessary.to
tax incbme attributabie to economic processes or transactions,
including those involving expofés,,located outside the taxing
country because such activities are not considered'export activi-
ties for purposes of GATT. A method of taxation which exempts or
defers the tax on export income earned outside the exporting
.country is therefore-écceptable under international rules. Under
such a method, income from econoﬁic processes locafed in the ex-
pbfting country must be\taxed, but iﬁcome from economic activity
occurring outside the exporting country may be exempt. An impér-
tant caveat requires these'amounts of income to be determined
under arm's-length transfer pricing rules. Violation of the
arm's=-length principle with respect to income from exports is a
prohibited export subsidy. A safe harbor transfer priding rule
shouid not be a violation of_GATT if it is.consistént with the

arm's-length principle.

C. Evaluation of Tax Alternatives.

To properly solve the GATT ﬁroblem, the Administration has
stated publicly that any DISC alternative must be in substantive
cbmpliance with the GATT. This is an essential requirement.
Otherwise, past disputeé will be perpetuated and the Administra-
tion's use of GATT as a dispute settlement mechanism wili.be com=
promised. Although it has not been proposed as a solution, this
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" paper brlefly consxders the’ alternatlve of adopting a territorial

system of taxation for all forelgn source income. This alterna-
tive, hbwever, is rejected'because it would be a major’change in
U.S. tax policy, transcending the export issue, and would not be
necessary to solve the GATT problem. The~otherlalternatives con-
sidered in this section would violate GATT because they would not
require any foreién economic activity and/or would not comply »

with the arm's-length standard for transfer pricing. In section

D, a tax alternative which substantively complies with GATT and.

the Subsidies Code is described, ' -

l. Adoption of A Territorial System of Taxation

Description. The United States could adopg=the "territorial”

or "exemption" system of taxation fer all income from foreign
aciivities; Under this system, the United States, which present-
ly taxes the worldwide income of U.S. citizens, residents, and
corporations, with allowance of a dollar for dollar credit for
foreign taxes, would not tax income earned outside the United
States, whether such income is from foreign manufacture, ser-
vices, or.sa;es of goods. Thus, under a territorial tax system,
income attributable to "ecohomic processes"” located outside the
Unlted States, whether in a branch or forelgn sub51d1ary, would
be exempt. The income attrlbutable to forelgn economic activity

would be determined under baszc U.s. (arm s length) transfer

‘pricing rules.
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A shift to a territorial system of taxation for all foreign
source income would be a major change in U.S. tax policy. The

presentfsystém is based on the worldwide taxation of citizens and

- residents which, after allowance of a foreign tax credit to
alleviate international double taxation, generally promotes equal

- taxation of domestic and foreign source income. A territorial

system would be based on different concepts. It is not neces-
sary, however, to evaluate these alternative sets of concepts
since a properly designed method of taxlng export activity, i.e.,
one which exempts from current taxation the income derived from
economic activity ocog:ring outside the Uniged‘States and relies
on arﬁ's-length transfer pricing, probably Qould be acceptable
ufider GATT. In short, solving the GATT problem does not require

the United States to adopt a territorial system- of taxation.

2. "Onshore" Alternatives

Neither of the two alternatives discussed below requires any
foreign economic activity. Consequently, neither alternative

would be acceptable under GATT.

a) Deduction Against Foreign Source Income From
Export Sales

Description. This alternatlve would requlre no foreign

economic act1v1ty, but would allow a deduction agalnst the

foreign source income component of an export,sale. For example,
' CONFIDENTIAL
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if a U.S. manufacturer sells goods to a foreign customer directly
from the United States (i.e., not through a foreign subsidiary or
branch)f, under the Code's preeent source of income rule for sales

of property produced in the United States and sold outside the

United States (i.e.,'with‘éitle passing to the foreign purchaser

in the fcrelgn country). it is possible to treat 50 percent of

,’the anome from the- sale as fore;gn source income. - In deter-—

mining taxable lncome, this prcposal would allow a spec1al deduc-
tion for a spec;fled,portlon of that fo:elgn source income.
Because of the deduction, the foreign source income from an

exportesale would be taxed at a reduced rate.

-> -I;n-a-lzsi‘s. | 'I'hn.s ﬁroéosal r-viél,ates GATT >because '-thev SPeciel
deduction does not pertain'directly'to economic-activity_'
occerring.outside the United States. Since the foreigﬁ source
income component may be determined without requiring any foreign
economic actzvxty the spec1al deduction would constitute a

partzal exemptlon of tax specifically related to exports, .

_prqscribed under the GATT.

b) = The Macdonald Proposal =

Description. Under Ambassador Macdonald's discussion pro-
posal, an exporting company would calculate the amount of income
which would be deferred from current tax as,if the company had a

CONFIDENTIAL . . .
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DISC, using existing'DISC ruless The éompany would be entitled
to exempt the lesser of that'amount of income or.the foreign
source ﬁncom@ of the company (whether or not der;ved from ex-
ports) detarmlned by applying the present U. S. source of income

rulas,»

Analysis. This proposal alsc violgtes the GATT requirement
that income from export activity ocecurring within a country not
Abe:allowed special beneficial tax'treatment; As with the first
“onshore” alternative, the deduction.or exemption is calculated
bwith reference to exports while the U.S. exporter is not requiied

to conduct any foreign economic activity..

3. "Offshore" Alternatives.

a) FISC

- The FISC proposal woﬁld reincorporate DISCs in foreign juris-
dictions without changing any of the other DISC rules, including
the qualification (e.g., satisfaction of export receipts and
éxport assets tests), safe harbor transfer priciné, and tax de-
ferral.provisioﬁs. Like the DISC, the FISC would not be subject
to U.S. tax at the corporate level. In addition, the general
requirements of corporaﬁe.substance, which are relaxed fér DIsC

-purposés, would also. be relaxed for a FISC. 'What appears to be
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contemplated is nothing more than a change in the place of incor-
poration, continuing the practice of using offices and employees

of a pa%eht shareholder to undertake the DISC (FISC) paperwork.

Anéizsis¢'vThe FIsclprSPosal is intended to comply only in
the‘mqst formalistic sense with the GATT. .It attempts to.cfeate
a teffitcfial system of taxing exports by only changing the coun-
' try of incorporation. There is no requirement, however, for the
foreigﬁ corporation toAhave,any economic substance. The FISC
probably would conduct activities in the United States. Ordin-
‘arily, foreign corporations engaged in a U.S. trade or busineé;
are subject to U.S. tax'on.the income from that trade or busi- .
ness. Since a FISC would be required to satisfy'DISC-type export

' receipts and export assets tests and would not be subject to U.sS.

" tax at the corporate level, the result would be a prohibited tax

exemption specifically related to exports. Moreover, the FISC
would be-allowed to use the DISC safe harbor transfer pricing
rules, which would also violate the GATT arm's-length pricing

 requirement.
b) ESC: The Boren Bill (S. 2708)

Description. The Boren bill would provide special tax treat-

ment for electing "export sales corporations®” ("ESCs") organized

in a'fofeign country or a U.S. territory or éossésSion; other

. 1 CONFIDENTIAL . . °
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than Puerto Rico. An ESC would be required-to meet‘export re—
ceipts and export assets tests similar to those for a DISC. .The
ESC woulld, like the DISC-and FISC, be exempt from U.Soltax°

Thus, the ESC could conduct activity in the ﬁnited States and
receivé‘interest income from the United States without being
subject to tax. There appears to be no foreign presence re-
quirement to obtain ESC benefits, other than the requirement that

the ESC be subject to income tax in its country of indo:poration,

The income of the ESC would be determined under safe harbor
transfer pricing rules similar to the DISC's. ESC shareholderé
would be deemed to receive as a dividend their‘pro rata share of
» the entire taxable income of the ESC for the year. The share-
-holders, however, would be entitled to a dividends received de-
duction of 32 percent of the dividends in lieu of a foreign téx
credit. This is intended to provide an export taxation benefit
roughly equivalent to DISC before the Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA). The revenue cost of the

 Boren bill therefore would be appfoximately equal to the pre-

TEFRA cost of DISC.

Analysis. Like the FISC, the ESC would require a minimal
foreign presence and could conduct activities in the United
States. Since the income from these activities would not be sub-

ject to U.S. tax, there wouldAbe a pfohibite& exemption from tax
CONFIDENTIAL .
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. specifically related to export activity. Because of a lack of

required foreign economic substance, continued reliénce on DISC
safe ha¥bor transfer pricing rules also would render this
proposal a violation of the GA&T'S arm's-length transfer priciné
requirement. Finally, the'incoréoration of an ESC in a U.S.
territory 6r'possession is unlikely to meet the GATT requirements

for economic activity to occur outside the taxing jurisdiction,

because U.S. territories and possessions are subject to the

-ultimate taxing jurisdiction of the United States.

c) ISC: The Frenzel Bill (H.R. 5179).

Description. The Frenzel Bill, as originally introduced in

Deéembef, 1981, provides special tax treatment for corporations
which meet DISC~type export receipts and expo;ﬁ asséts tests and
which elect to be treated as an "international sales corporation”
("ISC"). An ISC would have four or fewer shareholders owning at

least 25 percent of the corporation each. It would not be per-

" mitted to have a U.S. office or fixed place of business.

Representative Frenzel has stated his intention to modify both

requirements to facilitate use of ISCs by small businesses.

The income allocable to the ISC in a transaction with a

related party would be determined under safe harbor transfer

- pricing rules similar to those for DISCs. The ISC yould be

CONFIDENTIAL
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excluded from the subpart F rules, thus allowing deferral of U.S.
tax. The shareholders would receive a 100 percent deduction for
dividends from the ISC, other than qualifying distributions. In

effect, ISC export income would be exempted from U.S. tax.

Congreséman Frenzel releaged a modified draft of his bill on
October 21, 1982. The incentive was expanded to include interna-
tional services, as well as export sales, income of an "interna-
tional sales and services corporation" ("ISSC"). The ISSC could
have up to 35 shareholders. Small bﬁsinésses would be allowed to
maintain an office in the U.S. Safe habor transfer pricing rules
" similar to those for the DiSC would be allowed. An ISSC would bé
required to distribute to its»shareholders annually at leasf 50
percent of its income. ISSC shareholders would. be taxed on such
dividends subject to a deduction equal to 40 pércent of the divi-
dend, and apparently would be entitled to a deemed paid foreign

tax credit with respect to the taxable portion of the dividend.

Analysis. Unless these proposals require sufficient foreign
economic substance to justify use of the DISC-type safe harbor
transfer pricing rules, they would violate the GATT's arm's- |
length pricing requirement. Since the ISSC would be required to
satisfy DISC-type gxport'receipts and export assets tests, the
. safe harbor transfer pricing rules would result in a prohibited
deferral and/or exemption of tax on income specifically‘felated
to exports. ‘

CONFIDENTIAL
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The ISC wouldvcreate.an export-related ﬁax benefit which is
greater than the present DISC benefiﬁ. The newiy-proposed ISSC,
on the bther’ hand, might not £it within the.GATT‘s exception for
measures to avoid double taxation of foreign source income since
it provides a deddction, as well as a foreign taxz credit, with

respect to dividends from the ISSC°

The revenue cost of the October 21, 1982, version of the
Frenzel bill would be about 2.4 times the cost of DISC after

TEFRA.

4. Summary of the Above Diécussed Alternatives

All of the foregoing propésals, except thé'pure territorial
approach, would be vulnerable to Attack under GATT and the
Subsidies Code. The "onshore" alternatives require no foreign
economic presence. The DISC-type safe harbor transfer pricing
rules of the "offshore" alternativgs.ﬁould violate the arm's-
length requirement unless thefincome:so allocated is attributable

to substantive economic activity of the foreign corporation.

In Treasury's view, the only alternative that would be
successful against attack in the GATT would require actual
foreign economic actiVity and would require arm's-length transfer

pricing. The requirement of actual foreign-presence, however,
~ L ~  CONFIDENTIAL
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effectively requirés that the entity be organized in a low or
zero tax jurisdiction, i.e., a tax haven. This is to allow the
U.s. ex@orter-tb obtain é lower rate of taxation than is avail-
able in the United States. It is Treasury's position that this
is an unaccéptable means of promoting expo:ts for two reasons.

' First, to the extent that the foreign activity is substantive, iﬁ
willvrequiré that economic activity and Jjobs formerly peyformai
in the United States be performed outside the United States,
possibly by non—U.S; persons. More significantly, the Treasury
Department, Internal Revenue Service, and Department of Justice
all have been engaged in combatting tax haven use, whether'for!
eriminal tax evasion, ilieéal givil tax abuses, or arguably
legal, but unintended tax avgidance*schemes. The United States

government should not be in the position of actively encouraging

' the use of tax havens.

D. A "GATT Legal“ Alternative: A Foreign Export
Trading Income Exception to Subpart F

Dgscrintion. This alternative would allow an exception from
subpart P taxation of earnihgsAattributable to the qualified
- export receipts of a controlled foreign corporation (CFC). The
earnings and profits of the CFC attributable to such income

(referred to as "foreign export trading income" or "FETI") would

CONFIDENTIAL
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therefore not be taxed currently in the hands of the U.S. share-
holders of the CFC, but would only be taxed when actually
repatrifted.' The deferral of U.S.'taxation of FETI income would

be comparable to the deferral of tax on DISC taxable income.

Sﬁﬁpart F would also be modified to allow a CFC to lcan~funds'

"attributable to FETI to its U.S. shareholders. A remaining tech-
nical issue is how to allow such loans to avoid the-iﬁposition of
- the U.S. tax on interest paid to foreign corporations not engaged
in:businesé in theMUnited States. DISCs currenﬁly are ailowed to
- make t3x>free "producers loans" to.their U.S. shareholders. A
partial repeal of the tax Qn interest paid to foreign corpora-
‘tions, e.g., solely for interest paid with respect to ldans from
FETI funds, could be considered to violate the GATT prohibition
of anbexemption from tax.specifically related to export activi-
ties. There are alternative solutions to this technical problem

which should mitigate if not eliminate a problem under the GATT.

Finally, safe harbor transfer pricing rules would apply for
*determihing the amount of FETI allocable to the CFC on sales by a
related supplier to the CFC. To be eligible for the safe harbor
~ pricing rules, the CFC would be required to satisfy tests indi-
cating that it conducted material sales. and marketing activities
in connection with its sales. The amount of a permissable safe

harbor would be directly related to the amount of substantive
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economic activity conducted by the foreign corporation in connec-
tion with the export sale. While the Treasury is continuing to
investifate the question, an éllocation of 20 percent of the
combined exéort incbme to.a CFC with a material foreign presence
may be justifiable in many'circﬁmstances as an arm's-length safe
harbor,'and would reéult in an exporﬁ benefit roughly compafable

to that provided under the DISC.

- The -foregoing proposal would be less vulnerable than the.«
'alternatives-described above to attack under the GATT and the
Subsidies Code. It would involve minimal changes to existing
U.S. taxing rules and would be easily understood by most present
DISC users. It would eliminatefﬁhe.needmforwthe_export receipﬁs
and export assets tests, and restrictions on the use of.tax
deferred earnihgéylall of_which add great comp;éxity and expense
to and reduce the efficiency of the DISC. It would be a move
toward restoring the tax treatment available to U.S. expofters
prior to the 1962 enactment of the "tax haven" rules of Subpért
F. BAs indicated earlier, this proposal has -the two major defects
of fostering additional economic activitonutside the United

States and promoting the use of tax havens. >
Another major objection to the proposal is that it may be
impractical for small businesses. Preserving the DISC for small

business exporﬁers or providing an exemption to the foreign
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presence requirements, however, would clearly constitute an
export subsidy in violation of the GATT. These exporters could
take.ad%antage of the recently enacted Export Trading company

legislation to facilitate their export transactions.

Analzsis. Because itvwould‘encoﬁrage the‘locaticn of
economic activity outside the United States and promote the use
of tax havens, the Treasury does not support the foregoing pro-
’posal. It would, however, comply wiﬁh the GATT and the Subsidies
Code, except for small business exceptions. This ié because the
‘deferral of téx\would be with respect to income genérated from.
économic activity located outside the United States and deter—
mined under arm's-length transfer pricing rules. It would in
practicg restore the tax_treatment available to- U.S. exporteré

prior to 1962.
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IV. Non Tax Options

1. Export Credits

Instead of creating a tax alternative to DISC, another
. approach would be to strengthen other pro-trade policies. One
way of doing this is through export financing.

A. Larger Eximbank Direct Credits

The need for adequate export financing is a pressing concern
of U.S. exporters. Some major industrial countries -- - most
notably France and the United Kingdom -- have been aggres-
sively using export credits to promote their exports. However,
recent improvements in the OECD Arrangement on Guidelines for
Officially Supported Export Credits in 1982, combined with falling
commercial interest rates, have virtually eliminated subsidized
export credits as a major problem. Nonetheless, the availability
of a sufficiept volume of credit remains important in light of
ongoing LDC debt problems. :

An enlarged Eximbank direct credit program would be one
mechanism to assist U.S. exporters and increase credit availability.
However, if this were to replace or partially replace the DISC
incentives, the export community would need to have increased
assurances as to the availability of adequate export finance.

For example, major uncertainties are raised by the annual debate
over the.Eximbank budget and the size and availability of resources
for export financing., . '

There are some major drawbacks to this approach:

-- The Administration's policy is to eliminate export credit
subsidies, not expand them. We have largely achieved this
goal as commercial interest rates converge with the minimum
interest rates allowed under the OECD Export Credit Arrange-
ment. Eximbank's subsidized direct credit program should be
used only as a contingency reserve- .

-- Subsidized Eximbank credits have been used only to counter
foreign export credit subsidies, not to combat all export
subsidies. An export credit program cannot be effectively
targeted to match other types of export subsidies.

-- It may not benefit as wide a range of industries as DISC,
and the incidence of its benefits will be different from that
of the present DISC. '

B. Larger Eximbank Guarantee and Insurance Program

Eximbank might also offer additidnal,guarantees and insurance

- on loans to U.S. exporters from commercial banks. This would not
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require a direct budgetary outlay and would not be as costly as

a direct loan program. This could help U.S. exporters obtain
increased financing for exports from commercial sources at only a
small cost to the government. The major benefit would be the
availability of sufficient financing at market rates, which Treasury
believes will be the key problem facing U.S. exporters in the 1980's.

- Ce Interest Rate Subsidies

As noted above, the OECD Arrangement clearly delineates the
loan terms which its members can offer on export credits. This
covers nearly all of the major industrial countries. Nonetheless,
the Eximbank could retain flexibility to subsidize commercial
loans so as to be able to match terms offered by other governments
which aren’t signatories of the Arrangement or members which do
not adhere to its rules. This approach would be particularly
attractive if market interest rates were at high levels. Nonethe-
less, such subsidies would not be advisable for several reasons:

.*== They would reverse a long standing U.S. policy of opposition-
to export subsidies and would have all the drawbacks
of an expanded direct credit program.

-= They would be a large budgetary drain.

-= They would be less cost effective than direct credits. Such
-subgsidies would be used to bring commercial interest rates down
from wherever they might be. On the other hand, interest
rates on direct credits are based on the cost of money to the
government and this means there is little or no subsidy element.

-~ They would undermine U.S. ability to achieve other trade
objectives in the GATT and the Subsidies Code.

-=- They can be used only within fairly narrow limits. Any subsi-
dies which go below Arrangement interest rate minimum for
products covered by the Arrangement -- unless they were designed
to match other offers -- would not be only illegal under the
Arrangement but also under the GATT Subsidies Code which pro-
scribes export credit subsidies other than at Arrangement terms.
The Code dces not proscribe non~subsxdlzed lending based on cost
of money to governments. ' .

" 2. Other Non Tax Possibilities

A third approach would be to use DISC tax expenditures
(currently $1.5 billion, declining) for other programs, either
for general purposes or for a specific trade objective.

A. Agricultural Subsidies

DISC tax expenditures could be used to create a "war chest"
to be used to subsidize agricultural exports, consistent with
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GATT. GATT permits export subsidies for agricultural prodicts as
long as the subsidies do not result in the subsidizer taking an

"inequitable® share of world trade c¢r pricing at levels "materially
below these of other suppliers”.

The war chest could be used flexibly and targeted at
European Community agricultural subsidies. The objective would
be to force the EC to the bargaining table == and to give_us
leverage in the negotiations. There is a certain justice in
usxng the DISC funds against the EC's Common Agriculture Policy
since it was the EC that led the attack against DISC in GaTT.

Nonetheless, there are strong arguments against a large "war
chest®™ for agricultural subsidies:

-- They may be ineffective. The EC might simply match them.

-- Once we start subsidizing, it might be impossible to stop '
unless agricultural prices rise sharply. They might become
a new entitlement program.. :

-= They would not help the main receivers of DISC benefits,
exporters of manufactured products. - In fact, to the extent
the subsidies increase U.S. agricultural exports and there-
by strengthen the dollar, exporters of manufactured products
would be hurt.

B. Structural Adjustment

- Another possible program is to help U.S. industries and labor
adjust to foreign competition. This program might entail U.S.
government support for private training of workers and for moderni-
zing plants. It could be targeted to those industries where the
U.S. has a longer term comparative advantage and where our export
possibilities are the greatest. (However, in order to be GATT
legal it would have to be set up as a production incentive rather
than an export incentive.) It could also be used to help import
competing 1ndustr1es. - _

A special fund could provide matching funds to xndustrlesb
which wish to upgrade worker skills, to modernize production
facilities, or to move into new product lines in order to become
more internationally competitive.  These funds could be either
grants or low cost loans. At the outset it would be specified
that those industries which qualified for the program would be
expected to agree to a progressive reduction in the level of
protection, both tariff and non-tariff barriers, over time.

Disadvantages‘include:

- the’negative budgetary impact would be the same as DISC;

-~ it would likely tend to help import competxng industries
more than export industries; and - .
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-- it is inconsistent with the Administration's economic
philosophy of reducing government subsidies and
government interference in business decision making.

:". ’

C. Increased Research and Development Funding

Another possible program to encourage exports and help import
competing industries would be matching funds, either through grants
or low cost loans, for research and development costs. It would
be targeted at specific industrial groups or sectors. However,
the incentive could not be tied directly to exports because of -GATT

- prohibitions. High technology and sophisticated capital goods

industries would likely be the major beneficiaries. Again benefi-
ciary firms would be expected to agree toc a pzogzessive reduct;on
of domestlc protectlone

Drawbacks of this approaﬁh include:

-— the negative budgetary impact;
-=- problems in electing eligible industries (both in terms
of GATT legality and domestic polltlcal consxderatxons),
and

-- it would not have szgnxflcant impact on exports for several
" years.
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